The Problem with "Buy and Hope" Investing
For decades, buy and hold investing has been the recommended method of achieving long term capital appreciation in stocks. The logic is that short term market movements are largely unpredictable, and that stocks have outperformed more stable assets like bonds, real estate and cash over long periods of time. Nearly every expert, pundit, analyst and fund manager advocates for investors to stick with stocks for the long haul and ride out the rough periods.
Buy and hold investing is widely accepted because it worked well for many years. Between 1980-1999 the market returned nearly 2600%, making a simple buy and hold strategy a suitable approach for the majority. Had stocks posted mediocre or negative returns over the period, it would not be the predominant strategy today. 

Few people acknowledge that what happened in the market during the past represents one realized possibility out of many potential possibilities. Things could have easily turned out differently. Moreover, the future will not resemble the past because change is constant. While I am as optimistic as the next person, there are no guarantees that stocks will continue their rise over the long term. Major US indices have posted negative returns over the past decade. In Japan, investors have been waiting nearly twenty years for the Nikkei Index to return to its former highs. 
Buy and hold investing worked for so long that it has become tradition. For the record, I am declaring the tradition "dead". I never bought into it and never will. Investors world wide are beginning to reject it. "Buy and hope" investing is gambling. The idea of committing a large portion of one's net worth to a portfolio of stocks and "hoping" that things turn out okay is unacceptable after weighing the risks and rewards. If things go well investors are rewarded. If things go poorly, the majority of their life's savings is at risk. 
Why are trusted stewards of capital investing hundreds of billions of dollars in a way that offers no downside protection?  Many of their constituents (the hard working people whose retirement funds they manage) completely agree with my view on this. Why aren't more people looking outside of the box for new, safer methods of growing money in the markets?
A Comprehensive Plan
To prepare for what lies ahead, institutional investors need a better plan. Top achievers in any field succeed because they have a well thought out process for dealing with the scenarios they will encounter in their line of work. But the buy and hold method of investing is a partial plan at best. The majority of the emphasis is placed on stock picking with little or no thought given to risk management. How can institutional investment managers (and the pensions and plan sponsors who invest with them) lack a comprehensive plan and expect to succeed in the long term? 

Those who adopt this widely used approach usually have well defined method for determining what investments they will make on behalf of their clients. But very few have a coherent plan for determining when to invest, how much to invest, when to take profits, and when to liquidate losing investments. In short, the predominant philosophy lacks a cohesive plan for managing risk. 
In rising markets this largely goes unnoticed. It takes a crisis to expose the managers who were taking excessive risks. Any asset manager without a formalized process for navigating the various hazards that await us is subjecting his/her investors to a host of unnecessary risks. Sometimes this is intentional. Increasing risk can certainly boost performance, for a while. The problem is that riskier methods are less sustainable. 
Experienced investors are all too familiar with asset managers who lost big because they built heavily concentrated portfolios, invested in illiquid assets, and, due to the strength of their convictions, refused to liquidate poorly performing investments. It is possible for some asset managers to get away with risky behaviors for a long time, but eventually those behaviors catch up to them. The collective performance of asset managers is 2008 is a perfect case in point. 
It is no wonder stock picking rarely works. The future is unknown, and unknowable. There will always be a handful of standout managers that do well picking stocks, but this is a statistical necessity. With more than 10,000 asset managers in the US, some of them must beat the market. It has to be. This makes the task of selecting managers exceedingly difficult because there is no reliable way to distinguish between luck and skill.
A better way to select managers would be to identify those with the right money management process. Those with the ability to control the things that are controllable. Namely, the amount of risk taken and when. This would make it easier to determine which managers are engaging in risky behaviors and which are acting prudently. An experienced manager who is acutely aware of the dangers and pitfalls of investing is much more likely to succeed.  
In our research, we identified the following risky behaviors as the most hazardous to investment performance over the years:

· Concentration risk affects those who build heavily concentrated portfolios. Performance suffers when concentrated holdings perform very poorly

· Predictions and forecasts are often used to generate investment ideas. However, they often lead to "value traps" causing managers to stick with poorly performing stocks for too long. Misguided forecasts cause managers to miss big trends when predictions go awry
· Illiquid stocks often have a small float, making them capable of advancing or declining very sharply when the supply/demand picture becomes unbalanced. Steep losses are realized when sellers overwhelm buyers and stocks become impossible to liquidate at nearby price levels.
These risks can be detrimental to investment performance. The ability to eliminate these risks from the investment process is the key to success. Avoiding epic declines is an effective means of improving returns. 

The principle behind this is simple. Investors who preserve capital during prolonged market downturns are well positioned to outperform their benchmarks during the next bull phase. This benefit improves exponentially as downside capture ratios decrease. We have included a chart to further illustrate this point: 

	Size of Drawdown
	Percent Gain to Recover

	5%
	5.3%

	10%
	11.1%

	15%
	17.6%

	20%
	25%

	25%
	33.3%

	30%
	42.9%

	40%
	66.7%

	50%
	100%

	60%
	150%

	70%
	233%

	80%
	400%

	90%
	900%


My partner and I developed a rational way to achieve capital appreciation in the markets. It works not because of superior stock picking or increased risk, but because it consists of a formalized plan with statistically valid trading rules to govern every decision. The rules makes it easy to exercise the discipline it takes to succeed as asset managers. With procedures in place for every possible scenario, one can eliminate the risk of making bad decisions under stressful conditions.

The goal of the strategy is to preserve capital relative to a given index when markets decline, while maintaining an attractive upside capture ratio in bull markets. 
I have included a side by side comparison between the status quo and our philosophy for each necessary portion of the investment process:
What to buy?

Status Quo: Attempt to beat the market by picking stocks that asset managers feel are likely to outperform their benchmarks. 
The Problem: Industry statistics have shown that most active managers fail to outperform their benchmarks. While some fundamental analysts are able to evaluate the economics of a company, it is nearly impossible to consistently predict how the masses will process this same information. Without knowing how other market participants will react to publicly available information, it is impossible to determine where a stock will go.
Aeon's Philosophy:
Attempt to capture 80-120% of the market's return when stocks advance. Avoid picking specific stocks and buy stocks liberally among a universe of leading price performers. Exhaustive studies have proven time and time again that investing with the trend (buying rising stocks) is a much more effective strategy than investing against the trend (buying declining stocks).
When to buy?

Status Quo: Build positions when stocks appear to be the bottom of their price range, usually when the manager feels a stock or a sector is at the bottom of its cycle.

The Problem: It is impossible to know where a stock will stop its decline until some point in the future, when it has stopped falling. Bottoms are only discovered in hindsight. 

Prices often reach extremes that defy traditional valuation metrics. It has nothing to do with intelligence or analytical abilities. Smart investors around the world bought Citigroup or Bank Of America above $20 in 2008 only to watch these industry titans decline to penny stock status. Momentum can cause prices to trade far away from what most analysts consider to be a reasonable valuation. 
Aeon's Philosophy:
Use momentum to our advantage. Invest in the market's strongest stocks when they break out of previously established trading ranges. Avoid declining stocks because, as a whole, they are likely to continue to perform poorly. Buying high and selling higher is a better way to generate attractive returns. According to a recent study by the London School of Business and ABN Amro :
"Momentum matters because most investors have styles that favor, or conflict, with momentum. Those “following” momentum include many hedge funds, quant strategies and growth investors. Practices like letting winners run or cutting losses also implicitly play to momentum. However, value investors, small-cap funds and contrarians tend to suffer from momentum. Whatever their style, momentum is highly relevant to all investors.....Even if they do not set out to exploit it, momentum is likely to be an important determinant of their investment performance."

In the longest momentum study ever conducted, covering the Top 100 (market cap weighted) London stocks over 108 years, winners (top 20 past price performers) beat losers (bottom 20 price performers) by 10.3% per year. ₤1 invested at start-1900 in the winner portfolio would have grown to more than ₤4.25 million (15.2% cagr). ₤1 invested in the losers would have grown to only ₤111 (4.5% cagr).
Buying falling stocks is disadvantageous to generating attractive returns. Buying high and selling higher makes more sense. Direct capital to where it has the highest likelihood of appreciating in value.
How Much to Buy?

Status Quo: Size positions according to the strength of the manager's conviction.
The Problem: Predictions are not reliable. Knowing how things will turn out for each stock in a portfolio is a difficult task at best. 
Aeon's Philosophy
We do not make any attempt to figure out exactly which investments will turn out favorably. We are agnostic and size positions according to a uniform risk budget. We do this to avoid the possibility of one investment breaking overall performance.

Taking Profits:

Status Quo: Active managers tend to reduce holdings in stocks that have reached their "full value". 
The Problem: Winning investments often continue to win. Selling winners prematurely limits gains. 
Aeon's Philosophy
Hold onto winning investments, even as prices become "irrational". They are the drivers of returns. Remain invested for the duration of the trend. Exit when the trend has reversed. 

Cutting Losses:

Status Quo: Active managers often lack a process for cutting losses. 

The Problem: This leads to managers getting caught in "value traps" whereby a few bad bets inflict a disproportionate amount of damage. Take Enron for example. Many prominent mutual fund companies bought the stock aggressively, but never had a plan in place to sell the stock. People responsible for managing billions of dollars of retirement wealth lost staggering amounts of money in this debacle:
· Japanese Banks lost $805.4 million

· John Hancock Financial Services lost $102 million.

· The Texas Teacher Retirement System lost more than $23.3 million. A anonymous member of the board said "You can't protect yourself when you're being fed bad information.....We had all the precautions in place." 1.
They lacked the only precaution they needed. A stop loss. 
Aeon's Philosophy

Containing losses is the key to sustainability and survivorship. We use trailing stop losses to establish predefined exit points for each portfolio holding. By controlling risk at the portfolio and individual position levels, maximum losses are contained.
Summary
The study by LSB and ABN Amro illustrated that stocks exhibiting weak price performance are statistically much less likely to produce attractive returns than their counterparts with strong price performance. Despite this, the majority of the asset management industry attempts to invest money using strategies that are at odds with the way the markets really work.
There is a much better way to think about investing. But will pension consultants and trustees embrace a new perspective? 

There are managers who are objective and rational, who are not afraid to question conventional wisdom, who have enough confidence in their own decision-making that they don't seek out analyst reports or investment advice from others. They are content to wait patiently for the right opportunity to come along. Rather than buying low and selling high, they look to buy high and sell higher. When they are wrong, they do not waste time hoping their poorly performing investments will turn around. Instead, they exit losing investments immediately. There are managers who approach trading as a business, noting what is bought or sold in the same matter of fact way they track business expenses or file paperwork. By remaining unemotional, the advantages of a disciplined approach are realized.

This is a stark contrast in perspectives. But investors around the world are ready to embrace a new approach to investing. The managers of managers willing to think outside the box and embrace new ideas will emerge as the next generation's winners. There are too many inherent risks that come with the "buy and hope" approach for it to remain viable, let alone the industry standard. I believe in hope. But investors should not have to rely on it to grow their money. 
- Dan Ripoll and Kwame Jackson are co-founders of Aeon Funds, an alternative investment firm located in Santa Monica, California. www.AeonFunds.com
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